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Abstract - Overcoming the unusual hiccup owing to demonetization in recent past, Indian 
economy has started taking momentum on the track of economic growth and development. But 
too much State intervention in financial front has given rise to crowding out of private 
investment. Considerable size of fiscal deficit, introduction of GST, restrictions in the usage of 
banking services, etc. are responsible for sluggish private investment. Monetary authority of the 
economy has also cautioned about crowding out of private investment owing to high fiscal 
deficit. Although capital formation in India has improved in 2016-17, the investment ratio has 
stalled to about 30% from 38% in 2007-08. On this backdrop, the objective of this paper is to 
unfold how excessive public investment drives the private investors out of the loanable fund 
market. The study is based on secondary data pertaining to fiscal deficit and investment (both 
public and private) of Indian Economy in a time frame. 
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I. INTRODUCTION 
Out investors get crowded out from loanable fund market. As a consequence, positive impact of 
Fiscal deficit happens to emerge as the public expenditure of an economy exceeds the public 
revenue. It has been a common phenomenon in the budget of all developing economies with no 
exception in Indian budgets. In fact, Indian economy, owing to its welfare orientation, has been 
experiencing considerable size of fiscal deficits in almost every year’s budget. 
Crowding out is reduction in private consumption or investment that occurs because of an 
increase in government spending. In order to boost the economic activity, the fiscal authority has 
been adopting expansionary fiscal policy. Typically, the increase in public investment is funded 
through higher taxes or borrowing on part of the government. Since extension of tax rate and tax 
base is restricted owing to economic set up of the country and taxable capacity of the community, 
government of India has been seeking for internal public borrowing to meet the fiscal deficit. 
Considering given size of loanable fund at a particular point of time, as the govt. captures a 
considerable size of it, the potential private expansionary fiscal policy gets nullified by 
deceleration in private investment. 
On the backdrop of fiscal deficit in Indian economy and threat of crowding out effect, this paper 
is designed to precisely highlight the problem of crowding out of private investment in Indian 
economy. This research is essentially descriptive one based on secondary data. The plan of this 
paper is as follows. Introductory note is presented in Section-I. Section-II of this paper exhibits 
the scenario of fiscal deficit in Indian Economy. Theoretical aspect of crowding out and 
practical aspect of it in India has been presented in Section- 
III. Section-IV of this paper presents the concluding remarks 
 
II. FISCAL DEFICIT 
Fiscal Deficit (FD) is the difference between the Revenue Receipts plus Non-debt Capital 
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Receipts (NDCR) and the total expenditure. FD is reflective of the total borrowing requirements 
of Government. 
Fiscal deficit of last few years including the current year is presented in table-1. 
Table-1: India’s Fiscal Deficit 
 
Financial Year Fiscal 
Deficit (% of 
GDP) 
2016-17 (Actuals) 3.
5 
2017-18 (Budget 
Estimates) 
3.
2 
2017-18 (Revised 
Estimates) 
3.
5 
2018-19 (Budget 
Estimates) 
3.
3 
Source: Indian Union Budget 2018-19 
Union Budget in India averaged fiscal deficit of 5.05% of GDP from 1970 until 2017, reaching an 
all-time high of 8.13% of GDP in 1986 and a record low of 2.53%of GDP in 1973. 
India’s fiscal deficit for the financial year 2017-18 has been ascended to Rs7.15 trillion at the end 
of February 2018, more than the revised target of Rs5.94 trillion for the entire 2017-18 fiscal. In 
fact, fiscal deficit for April 2017-February 2018 was 120% of the revised estimates on account of 
increased expenditure and subdued revenue receipts. Accordingly, In the Budget for 2018-19, 
finance ministry had revised upwards the fiscal deficit target to 3.5% of the GDP for 2017-18, as 
against the initial target of 3.2%, on account of GST implementation and deferment of spectrum 
auction. 
In 2013-14, the fiscal deficit was to the extent of 4.4% of GDP. Over the next three financial 
years, i.e., 2014-15, 2015-16 and 2016-17, the deficit was progressively condensed to 3.5%. Since 
prices of crude oil had fallen suddenly from September 2014, it provided cushion to the 
government to increase public revenue in the form of imposing taxes on gasoline and diesel. 
However, the fiscal year 2017- 18 experienced a big slippage from its target. 
In 2008-09, the fiscal deficit in April-November was 132.4 per cent of the full year’s target. That 
year, the deficit was targeted to be 2.5 per cent of gross domestic product (GDP), but crossed six 
per cent. The situation this year is not likely to turn out to be that grim. Since then, the deficit had 
not crossed 100 per cent during the eight-month period until this year. Official data showed that 
the fiscal deficit, the difference between government expenditure and revenue, for April-
November 2017 was Rs 6.12 lakh crore, against a Budget Estimates of Rs 5.46 lakh crore. This 
was mainly due to lower goods and service tax collections, non-tax revenues such as spectrum and 
transfer of money by the RBI to the government and higher expenditure. Over the same period last 
year, the fiscal deficit was nearly 
86 per cent of the Budget Estimates. The disappointing GST collections for November 2017 and 
the recent increase in the Centre’s issuance calendar signal a fiscal slippage in 2017-18. Fiscal 
deficit in April-November of financial year is presented in Table-2. 
Table-2: Fiscal deficit in April-November of financial year 
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April- 
November 
of 
Financial 
Year 
Fiscal Deficit 
as percentage 
of budgeted 
Fiscal 
Deficit as 
percentage 
of GDP 
2007-
08 
63.8 2.5
4 
2008-
09 
132.4 5.9
9 
2009-
10 
76.4 6.4
6 
2010-
11 
48.9 4.8
0 
2011-
12 
85.6 5.9
1 
2012-
13 
80.4 4.9
3 
2013-
14 
93.9 4.4
8 
2014-
15 
98.9 4.1
0 
2015-
16 
87.0 3.8
9 
2016-
17 
85.8 3.5
2 
2017-
18 
112.0 3.24 
(budgeted) 
Source: Controller General of Accounts 
Public investments in India have risen 21% in 2015- 16 while private sector funding, which forms 
75 per cent of overall investor demand, contracted, resulting the overall tendencies apathetic. 
Public investments by central, state, local government and PSEs (Public Sector Enterprises) saw 
21 per cent rise in 2015-16, that is the record growth in last two decades, while private 
investments (households and corporate) contracted 1.4 per cent year-on-year, the worst 
performance. Since private sector forms 75 per cent of India's investment demand, overall 
investment growth remained sluggish at 4 per centyear-on-year (compared to the two-decade 
average of 8%). 
There is a significant difference in the private and public investment rates. The public investment 
rate in India fluctuated between 5.80 and 12.30 per cent and averaged 8.49 per cent during 1970–
2013, whereas the rate of private investment oscillated between 7.40 and 24.90 per cent range and 
averaged 
14.04 per cent in the same period. 
Public investment has increased from 5.8 per cent of GDP in 1970–71 to 12.3 per cent of GDP in 
1986–87 before starting to decline to 7.9 per cent of GDP in 2012–13. On the other hand, private 
investment as a percentage of GDP has increased continually during 1970– 2013 from 7.9 per 
cent of GDP in 1970–1971 to 24.9 per cent of GDP in 2006–2007 after which it declined 
marginally to 
INTERNATIONAL RESEARCH JOURNAL OF MULTIDISCIPLINARY 
STUDIES  
 
 Vol. 5, Issue 12, December, 2019        ISSN (Online): 2454-8499            Impact Factor: 1.8167 (GIF), 
                                                                                                                             0.679(IIFS) 
10th December, 2019                                  Page No: 4 
Web: www.irjms.in                                  Email: irjms2015@gmail.com, irjms.in@gmail.com            
per cent in 2012–13. The crowding out hypothesis predicts that the public investment has a significant 
impact on private investment. Specifically, there is a negative relationship between public and private 
investments. If we compare trends in private investment with trends in public investment over time, the 
downward trend in public investment coincides with the upward trend in private investment since 
1986–87. These suggest that the former might have caused the latter. 
 
III. CROWDING OUT 
An economic theory that explains an increase in interest rates due to rising government borrowing 
in the money market is called crowding out. In other words, any reduction in private Consumption 
or Investment that occurs because of an increase in Government Spending. If the increase in 
Government Spending is not accompanied by a Tax increase, Government Borrowing to finance 
the increased Government Spending would increase Interest Rates, leading to a reduction in 
Private Investment. 
 
Two Interpretations of Increased Government Spending are: 
 The Government Spending using up financial and other resources that would otherwise be 
used by private enterprise. 
 Government spending on a good or service that facilitates business prospect for private 
industry. 
While the former creates Crowding Out Effect the latter initiates the Crowding In Effect in the 
economy. However, the focus here is on the former! 
 
Increase in Interest Rate: The Bye Product of The Crowding Out Effect 
Governments often borrow money (by issuing bonds) to fund additional spending. The problem 
occurs when government debt 'crowds out' private companies and individuals from the lending 
market [1]. Increased government borrowing tends to increase market interest rates. The 
problem is that the government can always pay the market interest rate, but there comes a point 
when corporations and individuals can no longer afford to borrow. The tendency of 
expansionary fiscal policy to cause a decrease in planned investment or planned consumption in 
the private sector; this decrease normally results from the rise of interest rates. 
 
Keynes & Crowding-Out Effect 
Keynesians argue that an increase in government purchases financed by a deficit will exert a 
strong multiplier effect on output, employment, and real income. Moreover, when applied 
during a recession, the demand stimulus may improve business profit expectations and thereby 
stimulate additional private investment. The crowding-out effect suggests that budget deficits 
will have less effect on aggregate demand than the basic Keynesian model implies. Because 
financing the deficit pushes up interest rates, budget deficits will tend to retard private spending, 
particularly spending on investment and consumer durables. Thus, the expansionary fiscal policy 
will have little, if any, effect on demand, output, and employment. 
 
Crowding-out view: BOP & Exchange Rate Problems 
Expansionary fiscal policy will exert little or no effect on aggregate demand and employment 
because borrowing to finance the budget deficit will push up interest rates and crowd out private 
spending, particularly investment [2]. In an open economy, the higher interest rates will lead to 
an inflow of capital, a currency appreciation, and a decline in net exports. 
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Crowding Out Effect Via AD (Aggregate Demand)-AS (Aggregate Supply) Curves 
Aggregate Supply has three ranges: 
a) Keynesian Range 
 AS is Straight horizontal line 
 Recession/depression level 
 The economy operating well below full employment 
 Easy to raise output without raising prices due to high unemployment 
 
b) Intermediate Range 
 AS is Upward-sloping line 
 The economy is operating close to full-employment output 
 
c) Classical Range 
 AS is Straight vertical line 
 The economy is operating at full employment and there is hyper inflation 
AS curve of Indian economy is in the intermediate range. 
The investment ratio in India has held up at around 30% after the global financial crisis (GFC) 
from 38% in 2007. Though capital formation has augmented to 33% in 2016–17, mostly 
attributable to net capital inflows, the post-crisis recovery of investment has been weak to sustain 
7–8% growth. The growth in capital formation was 5.1% during 1990–1995, peaked at 17.5% 
during 2004–08, but slowed down thereafter, reporting a growth of 4.3% during 2012–16. Though 
investment in public sector has improved, private sector investment in manufacturing has declined 
from 19.2% in 2011– 2012 to 16.8% in 2014–15. Even investment in agriculture and construction 
sectors reported a down turn, affecting job creation. Investment by different institutions as 
percentage of GDP (per cent) in different years is presented in table 3 
Table-3: Investment by different institutions as percentage of GDP (per cent) 
 
 
Financial 
Year 
Investment as percentage of 
GDP (per cent) through 
Govt. 
(Publi
c) 
Private 
Corporat
es 
Househ
ol ds 
2011-
12 
7.5 13.3 15.
9 
2012-
13 
7.2 13.6 14.
7 
2013-
14 
7.1 12.9 12.
6 
2014-
15 
6.8 13.3 12.
8 
2015-
16 
7.5 13.0 10.
9 
Source: Based on NAS, CSO 
It is clear from table-3 that, except a year only, in all other occasions, there is an inverse 
relationship between public investment and investment by private corporates [3]. 
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IV. CONCLUSION 
It is evident from the data presented and analyzed above that public investment and private 
investment are inversely related [4]. In other words, public investment crowds out private 
investment from the loanable fund market. Considering the fiscal deficit situation of India in 
financial year 2017-18, the actual fiscal deficit for the financial year 2018-19 may surpass the 
budgeted estimates. Owing to fall in the price of crude oil, the advantage of generation of 
revenue through taxation on gasoline and diesel may not be sustainable as that imposes extra 
burden on public and moreover, the price of crude oil may go-up at any point of time. Thus, the 
fiscal deficit may go up further as there will be less revenue generation. Although the govt. of 
India has introduced a good number of initiatives like ‘Make in India’ for promoting private 
investment, there is a long way to go to make initiatives a reality. Instead of making the banking 
services complicated and costly for the customers, these are to be made ease and free. Planners 
should not advocate contradictory policy prescriptions. While we are encouraging cashless 
transaction, our people are far away from it owing to either lack of education or security threat. 
If we advocate cashless transaction, we need to strengthen cyber security. For stretching banking 
habit, banking services need to be more accessible with either free of cost or with meager cost 
so that savings will be promoted, through which private investment may be augmented. Public 
investment needs to be done in such a way that it will encourage private investment and instead 
of ‘crowding out’, ‘crowding in’ will be there in picture. 
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